Abstract: This paper examines the role of foreign direct investment (FDI) in the process of industrial transition in Vietnam in the context of market-oriented reforms undertaken over the past two decades. The findings are consistent with the conventional wisdom that concomitant liberalization of trade and investment regimes, accompanied by creating a congenial environment for market-based decisions by the private agents, is vital for reaping developmental gains form FDI. During the 1990s growth of employment in foreign invested enterprises (FIEs) lagged behind output growth, reflecting the capitalintensity bias of production in a partially-liberalized economy. This pattern has changed notably in recent years as the reform process gained momentum. Of particular significance in this connection is the growing importance of assembly activities by FIEs in electronics and other high-tech industries. 
INTRODUCTION
Opening of the economy to foreign direct investment has been an important element of Vietnam's 'renovation' (doi moi) reforms initiated in 1986. With a hesitant start in the late 1980s, foreign investment regime was considerably liberalized in the first half of the 1990s as part of a broader liberalization reform package designed to reshape the former closed command economy into a marketbased economy. The reform process lost momentum during 1996-98 partly due to economic uncertainly created by the East Asian crisis, but partly (perhaps even more so) due to domestic policy ambivalence and complacency resulted from the success of the initial reforms. There has, however, been a renewed emphasis on completing the unfinished reform agenda since the late 1990s. Notable recent reforms include permitting previously-established foreign invested enterprises (FIEs) to reconstitute as fullyowned subsidiaries, streamlining/simplification of investment approval and monitoring processes under a unified investment law applicable to both foreign and local investors; removal of local-content and export-performance requirements and restrictions on technology transfer, and the announcement of an action plan to reconstitute all SOEs as private limited liability companies or joint-stock companies with opportunities for FIEs to participate in the process.
The purpose of this paper is to survey the evolution of foreign investment regime in Vietnam in the border context of market-oriented reforms and examine the role of foreign direct investment (FDI) in the process of industrial transition. A key theme running through the analysis is that both the rate of FDI involvement in the economy and the national developmental gains from FDI depend crucially on the conduciveness of overall domestic economic policy environment for market-based decision making; liberalization of foreign investment regime per se is not sufficient to reap national gains form opening the door to foreign investors (Bhagwati 1996 (Bhagwati , 2006 . Particular emphasis will be placed on the role of FDI in linking Vietnamese manufacturing to the rapidly evolving regional and global production networks. Based on the recent literature on the role of institutions in economic development, we also emphasis the importance of legal and institutional reforms as prerequisites for creating an enabling In addition to informing the policy debate on liberalization reforms in Vietnam, this paper intends to contribute to the fledgling literature on the role of FDI in economic transition from 'the plan to market'. Attracting FDI has been a key focus of market-oriented policy forms in transitional economies, countries which have embarked on a process of systemic transformation from central planning to market orientation. It is generally believed that FDI can play a 'special' role in economic transition in these countries as a catalyst for revitalizing the private sector, which remained dormant under the command economy era. Yet there is a dearth of systematic comparative analysis of FDI flows to these countries and their developmental impact. The limited literature so far has predominantly focused on the experiences of China and a few major economies in Eastern Europe. 1 The study is based on a data set pieced together from a number of sources. The investment monitoring organization in Vietnam, the Ministry of Planning and Investment does collect information annually on the operation of approved project, but there is no system in place to systematically process and publish the data. The General Statistical Organization (GSO) of Vietnam has been conducting an annuals census of manufacturing based on a well-designed questionnaire since 2000. Some of the basis data tabulations from this survey are available from CSO publications, but the large bulk of the valuable information gather from Census still remain under utilized. This study brings together whatever relevant data available from MPI and GSO publications and some fresh data tabulations from unpublished data obtained from these two organizations.
The paper is organized as follows: Section 2 provides an overview of FDI policy and investment environment in Vietnam. Section 3 examines trends and patterns of FDI against the backdrop of domestic policy shifts, and regional and global trends. Section 4 probes developmental impact of FDI, with emphasis on the implications of the incomplete reform agenda and policy inconsistencies cropped up in the reform process in determining the actual outcome in contrast to initial expectations. The key findings and policy recommendations are presented in the concluding section.
INVESTMENT CLIMATE
The term 'investment climate' encompasses both the foreign investment regime (rules governing foreign investment and specific incentives for investors) and the general investment environment, which encompasses various factors influencing investment decisions such as political stability, macroeconomic environment and attitudes of host countries towards foreign enterprise participation. In this section we survey the evolution of FDI regimes under market-oriented reforms followed by an assessment of the current state of the overall investment climate.
FDI Policy
The first law on FDI was passed by the Vietnamese National Assembly on 29 December 1987. The law specified three modes of foreign investor participation, namely, (i) business cooperation contracts (BCC), (ii) joint-venture; and (iii) fully foreign owned ventures. Foreign participation in the fields of oil exploration and communications was strictly limited to BCC. In some sectors such as transportation, port construction, airport terminals, forestry plantation, tourism, cultural activities, and production of explosives, joint-ventures with domestic state-owned enterprises (SOEs) was specified as the mode of foreign entry. Fully foreign-owned ventures were to be allowed only under especial considerations governing policy priorities of domestic industrial development. The duration of foreign ownership of approved projects was limited to a maximum of 20 years, unless under exceptional circumstances. The incentives offered to foreign investors included exemption from corporate tax for a period of two years, commencing from the first profit-making year, followed by a preferential corporate tax rate between 15% to 25% in priority sectors (as against the standard rate of 32%). Overseas remittance of payments for the provision of technology services, repayment of principal and interests on loans, and repatriation of after tax profit were freely allowed. The government provided constitutional guarantee against nationalization of foreign companies.
In 1991 legislation was passed to permit setting up export processing zones (EPZ) which offered especial incentives to firms involved in the production of goods for exports and the provision of services for the production of export goods. In 1992, the duration of foreign participation was extended from 20 years to 50 years, and 70 years in special cases. A new law enacted in 1996 permitted private enterprises to enter into joint ventures with foreign investors and procedures for the approval of investment projects were streamlined. The tax holiday for investment in priority sectors was extended up to 8 years, with a beyond-tax holiday tax of 10%. A three -tier withholding tax of 5%, 7% and 10%, based on the 'priority status' of investment, was introduced in place of the original flat rate of 10%.
These significant revisions to the foreign investment law were, however, coincided with a growing resentment against FDI within the Communist Party circles. This resentment, which was fuelled by the massive influx of FDI following the initial phase of reforms, resulted in a number of restrictive policy measures which raised serious concerns in the international investment community about the Vietnam's attempts to project its image as a new investment centre. 
Accompanying Reforms
Liberalisation of the foreign trade regime has gone hand in hand with the investment regime reforms.
The Law on Import and Export Duties introduced on 1 January 1988 marked the beginning of the present trade tax system. After one-and-a-half decades of reforms, tariffs are now the major instruments Reforming the state-owned enterprises was a key element of the reform package, but the implementation has been slow. During the period 1992-2005, over 3000 SOEs were privatized.
However, the government still owns at least 50% or higher of equity in a large number of these enterprises. At the initial stage of reforms, foreign investors were not permitted to buy equity in rates were raised to very high levels. In conjunction with interest rate increases, the government also tried to curb deficit financing which required a large fiscal adjustment, including releasing 500,000
soldiers from the military and sharp cuts in subsidies to SOEs. These policy measures, combined with some revenue windfalls from petroleum operations coming on line, brought the budget deficit from 11.4
percent of GDP in 1989 to below 4 percent in 1992, a level which has not been surpassed ever since.
Fiscal adjustment and monetary restraint were successful in bringing the inflation rate from over 160 percent per annum in 1988 to less than 10 percent by the mid-1990s.
Investor Perception
After 65% of total registered investment of these firms. The main underlying factor in this shift in the ownership structure appears to be the more flexible ownership criterion adopted by the Vietnamese authorities in approving export-oriented FDI. As we will see below, the relative importance of exportoriented firms and fully-foreign owned firms among total FIEs seem to have increased hand in hand.
Source Country Composition
The from 9% to 16%, and 12% to 24% respectively. Investment from China also has increased rapidly, but from a low base, reaching 6% of total investment during 2005.
During the early years of market-oriented reforms in Vietnam, analysts often referred to the US economic embargo as a major constraint on the country's ability to rely on FDI in the process of On 28 February 2006, the US-based Intel Corporation, the world's largest semiconductor producer, announced that it will invest $300 million (subsequently revised to 1 billion) to build a semiconductor testing and assembly plant in Ho Chi Ming City as part of its worldwide expansion of production capacity (Altman 2007 ). This will be the seventh assembly site of Intel's global network and is projected to eventually employ over 3000 workers.
There is evidence from other countries in the region such as Singapore, Thailand and the Philippines that there is something of a herd mentality in the site selection process of electronic multinational firms, particularly if the first entrant is a major player in the industry. It seems that, following Intel's entry, this process has already begun to repay in Vietnam. For instance, the Taiwanese-based Hon Hai Precision Industry Co., the world's biggest electronics contract manufacturer they accounted for 35% of the increment in real capital stock, over 40% of output and nearly a third of employment in manufacturing (Table 3 ). In this section we examine the role of FIEs in the Vietnamese economy focusing on three important aspects of manufacturing performance: export performance, labour absorption and factor productivity growth.
Table 3 about here

Export performance
The most visible contribution of (FIEs) to the Vietnamese economy is in export expansion. During the reform era until the early 1990s crude petroleum and agricultural products dominated the export 
Employment
In the 1990s, while employment in manufacturing FIEs increased notably, the share of FIEs in total manufacturing employment consistently lagged behind their rate of output expansion (Jenkins 2003 ).
For instance, in that decade, total manufacturing output of FIEs grew by an impressive 9.5%, but employment grew only by a mere 1.8%. This reflected the capital intensity bias infused into FIE production by the heavy-industry emphasis of the investment approval policy and the structure of protection molded by this policy.
There are clear signs that the employment record of FIEs has begun to improve from about the late 1990s in an environment that has become more conducive for export-oriented production ( Figure   2 ). Between 1999 and 2005 total employment in manufacturing FIEs recoded a five-fold increase (from 217 thousand to 1.1 million), and their share in total manufacturing employment increased from 20% to 38% (Table 5) . FIEs contributed over a half of total manufacturing employment increment between these two years came from FIEs. Table 5 ). The data points to a close relationship between the degree of export orientation of FIE firms and their employment growth across industries listed in the Table (compare Columns 1 These patterns reflect the fact that full ownership is generally the preferred mode of entry of most (if not all) export-oriented foreign firms.
The results of an econometric exercise undertaken to examine the determinants of capital intensity of production (measured by real capital stock per worker) in Vietnamese manufacturing, while taking into account firm ownership and controlling for export orientation and other determinants, are reported in Table 6 . Equation 1 compares capital intensity differential between all FIEs as a group and all domestic firms. In Equation 2, three ownership categories -FIE joint ventures (with both SOEs and local private firms) 6 , fully owned FIEs and SOEs, using domestic firms as the base dummy. The coefficient of EX in both equations is consistent with the hypothesis that production process of exporting firms (both local and foreign) are generally more labour intensive (or less capital intensive) compared to purely domestic-market oriented firms. On average, the degree of capital intensity of exporting firms seems to be 28% lower compared to non-exporting firms. The results for the disaggregated ownership dummies in Equation 2 are consistent with our previous inference based on simple inspection of data that production process of fully-foreign owned firms are more labour intensive compared to joint-venture FIEs. These is also weak statistical support for the hypothesis that exporting foreign firms are about 6% more labour intensive compared to their non-exporting counterpart 
Table 6 about here
Finally, the average wage of manufacturing FIEs has been consistently higher than that of nonFIEs across all industries (Table 5, However, data disaggregated by entry mode (Table 3 , item 5) suggest that the average wage per worker in fully-owned FIEs is somewhat lower compared to that of both joint ventures with domestic private firms and joint ventures with SOEs. These differences seem to reflect the greater concentration of fullyowned FIEs in export-oriented production.
Productivity growth
A consideration central to any assessment of national gains to host countries from FDI is the contribution of FIEs to productivity growth in the national economy. FIEs are expected to contribute to productivity growth both directly (through their role as part of the domestic economy) and though spillover effect on the performance of domestic firms.
To examine the relative contribution of FIEs we estimated a production function for Vietnamese manufacturing using pooled firm-level data, with ownership dummies included as additional provides for an appropriate test as to whether ownership makes a special contribution to inter-firm differences in productivity growth. distinguished among foreign-invested joint venture firms (JVFIEs) and fully foreign owned firms (FOFIEs). As a robustness check, the same equations estimated using the Hausman-Taylor random effect estimator is reported as Equations 2 and 4. The alternative estimates are strikingly similar. The following discussion focuses on methodologically superiors Hausman-Taylor estimates.
The coefficient of the overall general foreign ownership dummy (FIE) is statistically significant with the perverse (negative) sign, suggesting that the presence of FIEs retards, rather than promotes, productivity of domestic manufacturing. However, the coefficient of the slope interaction dummy (EX*FIE) is positive and statistically significant; the results suggests that the rate of total factor productivity growth of export-oriented FIEs is about 60% higher than that of local firms (used as the base dummy). When the two foreign-ownership categories are treated separately, export-orientation is found to be more important in explaining productivity performance of fully-owned foreign firms compared to joint-venture foreign firms; on average the rate of productivity growth of export-rented fully-owned foreign firms is 0.30 percentage points higher than that of their joint-venture counterparts.
CONCLUDING REMARKS
Over the past decade there has been a significant improvement in Vietnam's legal and institutional framework and the overall investment climate for FDI. In particular, reforms over the past six years have served to set the stage for FDI participation in the economy in line with its comparative advantage in international production. 3 Unless otherwise stated, the data used in this paper are from: General Statistical Organization, Statistical Yearbook, Hanoi ( www.gso.gov.vn). 4 Hitachi plant in Ho Chi Ming City commenced operation in 2000. It currently employs about 4000 workers. 5 International buying groups are world-wide purchasing organisations of large retail chains in developed countries, which specialise in world-wide purchase of consumer goods such as apparel, toys and footwear. 6 There was no sufficient number of observations in the data set to make a distinction between these two ownership types.
Lankes, Hans-Peter and Anthony J. Venables (1996), Foreign Direct Investment in Economic Variable definitions: K : beginning of the year capital stock; L: Labour (number of workers); CON: industry concentration (measured using the Herfindahl index at the four-digit level of the Vietnamese Standard Industry Classification, VSIC)); SCALE: scale of operation (measured as the ratio of firms output and the average output at the related four-digit VSIC industry), SKILL: ratio of skill workers to total number of workers; AGE: operation age of firm; EX: export orientation; FIE: a binary dummy variable which take value 1 for all foreign invested enterprises and zero for other firms; FOFIE: a binary dummy variable which take value 1 for all fully-foreign owned enterprises and zero for other firms ; JVFIE: a binary dummy variable which take value 1 for all fully-foreign owned enterprises and zero for other firms.
Data Source and method of data compilation: As for Table 6 . Source: Based on data compiled from, General Statistical Office, Statistical Yearbook (various issues) and www.gso.gov.vn.
